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earned patent term adjustment. See 37 CFR 1 .704(b). 
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DETAILED ACTION 



Claim Rejections - 35 USC § 103 

The following is a quotation of 35 U.S.C. 103(a) which forms the basis for all 
obviousness rejections set forth in this Office action: 

(a) A patent may not be obtained though the invention is not identically disclosed or described as set forth in 
section 102 of this title, if the differences between the subject matter sought to be patented and the prior art are 
such that the subject matter as a whole would have been obvious at the time the invention was made to a person 
having ordinary skill in the art to which said subject matter pertains. Patentability shall not be negatived by the 
manner in which the invention was made. 

1. Claims ^4-3^ are rejected under 35 U.S.C. 103(a) as being unpatentable over 
Kolb (Kolb, Robert W., Futures, Options, & Swaps, 3r d Ed., 1999) in view of Tull, Jr. et 
al. (US Patent 5,946,667), and further in view of Chance (Chance, Don M., An 
Introduction to Derivatives, 4 th Ed., 1998). 

Re. Claims 1 & 33, Kolb discloses a method for actively managing an account through 
volatility arbitrage and harvesting (Ch. 7, page 204, line 1, - page 217, line 13), 
comprising the steps of: 

• A high degree of correlation to the underlying index (Ch. 4 5 pages 10H05); and 

• a predetermined volatility differential relative to the underlying index (Ch. 8, pp. 
227-233, 237-247); 

o performing a skew analysis on at least a portion of the equities in the 

tracking basket over one or more maturity periods to identify a first set of 

options each commanding a premium; 
o identifying a second set of options each of which has a relative implied 

volatility which is greater than its historical volatility in a given maturity 

period; 

o balancing the implied volatility percentage of the options in the first set 
against the relative implied volatilities of the options in the second set to 
identify a selection of options to sell; 
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o purchasing a long put against the underlying index for an amount which is 

not substantially greater than the premium raised 
o (Ch. 4, Ch. 10, p. 295; Ch. 11, 313-316. Ch. 11, 304-346). 
Kolb does not explicitly disclose 

• establishing a tracking basket containing a plurality of equities, the equities in the 
tracking basket being included in an underlying index and together possessing. 

• dynamically hedging the tracking basket using options, the hedging step 
including the steps of: 

o buying put options on the underlying index in an amount sufficient to cover 
the notional amount of the tracking basket at a cost, and 

• selling a selection of call options on a plurality of the equities in the 
tracking basket to raise premium in an amount greater than the cost of 
buying the put options. 

However, Tull discloses establishing a tracking basket containing a plurality of equities, 
the equities in the tracking basket being included in an underlying index and together 
possessing (Tracking Basket: Col. 3, lines 35-40, Col. 3, line 67 - Col. 4, line 3. 
Underlying Index: Col. 6, lines 4-13). 

Further, Chance discloses dynamically hedging the tracking basket using options, the 
hedging step including the steps of: 

• buying put options on the underlying index in an amount sufficient to cover 
the notional amount of the tracking basket at a cost, and 

• selling a selection of call options on a plurality of the equities in the 
tracking basket to raise premium in an amount greater than the cost of 
buying the put options. 

DEFINITIONS by Chance : 

Dynamic Hedging , p. 761 - An investment strategy, often associated with portfolio 
insurance, in which a stock is hedged by selling futures or selling Treasury bills in such 
a manner that the position is adjusted frequently and simulates a protective input. 
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Basket Options , p. 756 - A single option written on a prespecified combination of 
securities or currencies). 

Notional Amount , p. 670 - Notional Principal - the value of spot transactions on which 
derivatives were based. In the every day trading sense, applicants "notional amount" is 
the exact strike price of a put or call contract. 

It would have been obvious to combine the disclosures of Kolb with those of Tull and 
Chance for the purpose of establishing a computer automated method and system of 
actively managing an account through volatility arbitrage and harvesting ' 
Re. Claim 2, Kolb discloses a method as in claim 1 , wherein the establishing step 
comprises executing an optimization routine on a programmed computer against at 
least one predetermined constraint, the optimization routine compiling the tracking 
basket to include a set of equities and a quantity of each equity in the set (Ch. 7, page 
207, line 23 -page 210, line 7). 

Re. Claim 3, Kolb discloses a method as in claim 2, wherein the at least one 
predetermined constraint is that a prescribed percentage of the tracking basket consist 
of equities having a minimum volatility differential relative to the underlying index (Ch. 8, 
pp. 227-233, 237-247). 

Re. Claim 4, Kolb discloses a method as in claim 3, wherein all of the equities in the 
tracking basket have a minimum volatility differential relatiye to the underlying index 
(Ch. 8, pp. 227-233, 237-247). 

Re. Claim 5, Kolb discloses a method as in claim 3, wherein a second predetermined 
constraint is that the tracking basket be less than a predetermined percentage of the 
underlying index (Ch. 8, pp. 227-233, 237-247). 

Re. Claim 6, Kolb discloses a method as in claim I, wherein the establishing step 
includes a regression analysis which results in a tracking basket that achieves an r 2 
value, relative to the underlying index, above a predetermined value (Ch. 4, p. 103). 
Re. Claim 7, Kolb discloses a method as in claim 6, wherein the r 2 value is 0.8 or higher 
(Ch. 4, p. 103). 

Re. Claim 8, Kolb discloses a method as in claim 6, wherein the revalue is maximized 
y (Ch.4,p. 103). 
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Re. Claim 9, Kolb discloses a method as in claim 6, wherein the establishing step 
further includes swapping equities into and out of the tracking basket and repeating the 
regression analysis until a tracking basket is identified that achieves the r = value above 
the predetermined value (Ch. 4, p. 101-105). 

Re. Claim 10, Kolb discloses a method as in claim 1, wherein the establishing step 
results in a tracking basket which includes less than a predetermined percentage of the 
underlying index (Ch. 4, p. 101-105). 

Re. Claim 11, Kolb discloses a method as in claim 10, wherein the predetermined 
percentage is 70%, whereby the tracking basket is not substantially identical to the 
underlying index (Ch. 4, p. 101-105). 

Re. Claim 12, Kolb discloses a method as in claim 1, wherein the hedging step is 
performed in accordance with predetermined criteria (Ch. 4, p. 101-105). 
Re. Claim 16, Kolb discloses a method of claim 1, including the additional step, prior to 
the step of buying put options, of selecting the put options so that the net delta of the 
tracking basket and the selection of options is below a threshold value (Ch. 1, pp. 3-4; 
Ch. 10, p. 295; Ch. 11,313-316). 

Re. Claim 17, Kolb discloses a method of claim 1, including the additional step, prior to 
the step of buying put options, of selecting the put options so that the net delta of the 
tracking basket and the selection of options is minimized (Ch. 1, pp. 3-4; Ch. 10, p. 295; 
Ch. 11, 313-316). 

Re. Claim 18, Kolb discloses a method as in claim 1, wherein the hedging step 
comprises buying put options on a plurality of the equities in the tracking basket and 
selling call options on a plurality of the equities in the tracking basket (Ch. 1, pp. 3-4; Ch. 
10, p. 295; Ch. 11, 313-316; Ch. 11, 304-346). 

Re. Claim 21, Kolb discloses a method of claim 33, including the additional step, prior 
to the step of purchasing the long put, of selecting the long put so that the net delta of 
the portfolio is below a threshold value (Ch. 10, p. 295; Ch. 11, 313-316. Ch. 11, 304- 
346). 
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Re. Claim 22, Kolb discloses a method of claim 33, including the additional step, prior 
to the step of purchasing the long put, of selecting the long put so that the net delta of 
the portfolio is minimized (Ch. 1, pp.3-4; Ch. 10, p. 295; Ch. 11, 313-316). 
Re. Claim 23, Kolb discloses a method of claim 1, wherein the step of dynamically 
hedging the tracking basket comprises a re-assessment of the dispersion of the tracking 
basket (C h. 4, p. 101-105). 

Re. Claim 24, Kolb discloses a method of claim 23, wherein the re-assessment occurs 
periodically Ch. 4, p. 98-105). 

Re. Claim 25, Kolb discloses a method of claim 23, wherein the re-assessment occurs 
in response to prescribed events (Ch. 4, p. 101-105). 

Re. Claim 26, Kolb discloses a method of claim 23, wherein the re-assessment of the 

dispersion of the tracking basket comprises one or more of the following: rolling the 

hedge into a later maturity period, trading at least a portion of the hedge, and permitting 

at least a portion of the hedge to expire (Ch. 4, p. 101-105). 

Re. Claim 27, Kolb discloses a method of claim 26, wherein the re-assessment is 

performed in accordance with predetermined criteria (Ch. 4, p. 101-105). 

Re. Claim 28, Kolb discloses a method of claim 26, wherein the re-assessment 

includes: 

1 . performing a skew analysis on at least a portion of the equities in the tracking 
basket over one or more maturity periods to identify a first set of options each 
commanding a premium; 

2. identifying a second set of options each of which has a relative implied volatility 
which is greater than its historical volatility in a given maturity 

period; 

3. balancing the implied volatility percentage of the options in the first set against 
the relative implied volatilities of the options in the second set to identify a selection of 
options to sell; 

4. buying put options on the underlying index in an amount sufficient to cover at 
least the notional amount of the equities in the tracking basket; and 
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5. selling the selection of options to raise premium in an amount greater than the 
cost of the put options bought in the buying step (Ch's 4, 10 & 1 1). 
Re. Claim 29, Kolb discloses a tracking basket comprising a set of equities greater 
than one in which the equities in the set have, relative to an underlying index, a high 
degree of correlation to the underlying index and at least a predetermined volatility 
differential relative to the underlying index (Ch. 4). 

Re. Claim 30, Kolb discloses a tracking basket as in claim 29, wherein the set of 
equities comprises less than a predetermined percentage of the underlying index 
(Supra). 

Re. Claim 31, Kolb discloses a tracking basket as in claim 30, wherein the 
predetermined percentage is 70%, whereby the tracking basket is not substantially 
identical to the underlying index (Ch. 4). 

Re. Claim 32, Kolb discloses a software program contained on a computer-readable 
medium which, when executed within a digital computer, causes the computer to: 

a) access current price information on a designated underlying index, and each of 
the equities in a tracking basket established in accordance with prescribed criteria; 

b) perform a skew analysis on at least a portion of the equities in the tracking 
basket over one or more maturity periods to identify a first set of options each 
commanding a premium; 

c) identify a second set of options each of which has a relative implied volatility 
which is greater than its historical volatility in a given maturity period; 

d) balance the implied volatility percentage from of the options in the first set against 
the relative implied volatilities of the options in the second set to identify a selection of 
options to sell; 

e) identifying one or more put options which, together with the selection of options 
to sell, results in a net delta of a portfolio which includes the tracking basket, the 
selection of options to sell, and the identified put options which is below a threshold 
value; and 
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f) display on a monitor connected to the computer the selection of options to sell 
and the identified put options, whereby the software program automatically identifies a 
generally risk neutral portfolio (Page xiii, lines 1-9; Ch. 7, lines 23-33). 

Response to Arguments 

2. Applicant's arguments filed July 28, 2003 have been fully considered but they are 
not persuasive. 

Re. Claim 1: Kolb fails to address: 

1 . A "tracking basket". 

RESPONSE - Tull discloses a Tracking basket (supra). 

2. The implementing of a strategy in which call options are sold against tracking 
basket components in order to raise premium "in an amount greater than the cost of 
buying the put options" which, in turn, is in "an amount sufficient to cover the notional 
amount of the tracking basket. 1 " 

3. 'fact that "the cost of buying the put option can be fully recovered through the 
selective sale of calls on stocks in a tracking basket." 1 

RESPONSE to 2 & 3 

• Volatility arbitrage is a standard investment risk management strategy 
employing covered calls, taught by Kolb, Chance and many others. The call 
option is written to provide income through premium. Buying a put option at a 
strike price protects against downside risk, i.e. the risk of the price of a security 
dropping below a price level acceptable to the investor. The put is written to 
guarantee that one can put the portfolio to a buyer at a guaranteed floor price. 

• Investors routinely use tracking baskets defined by themselves or chosen from 
the available major indexes (S&P 100, S&P 500, NASDQ 100, NYSE Dow 
Jones Transportation, etc.). 

• It has been a standard practice to find prices of calls and puts where premiums 
coincide. 
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Using the standard industry practice documented by Kolb, Tull and Chance would 
have made it obvious at the time of Applicant's invention to write calls and buy puts on 
the same security, trading basket or index to in order to narrow the volatility range of 
such an individual stock or of any trading basket or index, and do it in such a manner 
as to have the costs of the puts covered through the sale of a sufficient amount of calls 
on select underlying securities. 

Re. Claims 10 & 11: Kolb fails to address: 

1. " a tracking basket that includes less than a predetermined percentage (such as 70 
%) of the underlying index". 

RESPONSE - 

• This is a standard industry practice involving the investor determining how 
much risk due to volatility he wants to tolerate, since the greater the risk the 
greater the volatility and the greater the chance for both upside and downside 
potential. 

• The percentage composition of the portfolio determines the volatility. The 
smaller the tracking basket the greater the volatility. It is therefore obvious to 
specify the percentage as part of a risk management strategy. 

2. "how one goes about constructing a tracking basket". 

RESPONSE - The construction of a basket is obvious. One can choose two or more 
securities using any criteria one cares to choose and call this a trading basket. One 
also has the option of choosing any one of the many ready made baskets offered by 
the established exchanges (supra). 

Re. Claim 32: Kolb fails to address: 

1. A computer program which performs the steps claimed in claim 32. 
RESPONSE - One can write a computer program to automate investment steps, 
including the monitoring of security prices and consequent buy and sell activities. 

2. 'the program of claim 32 in which there is a tracking basket, in which there are 
different sets of options identified which having "a relative implied volatility which is 
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greater than its historical volatility in a given maturity period J H or of any balancing of 
"the implied volatility percentage of the options in the first set against the relative 
implied volatilities of the options in the second set to identify a selection of options to 
sell. " 

RESPONSE - This is just a matching of appropriate options over the time/price table 
in such a way as to choose those options with the greatest opportunity to sell and 
realize gains. 

3. a 'step of "identifying one or more put options which, together with the selection of 
options to sell, results in a net delta of a portfolio which includes the tracking basket, 
the selection of options to sell, and the identified put options which is below a 
threshold value." 

RESPONSE - 

• Volatility is the change in the range between bid and ask prices. 

• Minimizing the volatility means finding the bid and ask prices which are the 
closest to each other, a standard practice. 

• Next, minimizing volatility means increasing the number of securities in a 
trading basket. It is a law of nature that volatility decreases inversely to the 
number of securities in a basket, i.e. volatility decreases as the size of the 
portfolio increases. The deltas being the change in the option price with respect 
to the underlying asset price will be adjusted based on the volatility of the option 
sold. 

4. 'the identification of "a generally risk neutral portfolio"'. 

RESPONSE - This is a portfolio where the call premium covers the cost of the put so 
as to provide a portfolio protected by a downside floor by the put and thus become risk 
neutral. 
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Conclusion 



3. Any inquiry concerning this communication or earlier communications from the 
Examiner should be directed to Siegfried Chencinski whose telephone number is 703- 
305-6199. The Examiner can normally be reached Monday through Friday, 9am to 6pm. 

If attempts to reach the Examiner by telephone are unsuccessful, the Examiner's 
supervisor, Hyung S. Sough, can be reached on 703-308-0505. 

Any inquiry of a general nature or relating to the status of this application or 
proceeding should be directed to the Receptionist whose telephone number is (703) 
308-1113. 

Any response to this action should be mailed to: 



or faxed to: 

(703) 872-9306 

(703) 746-9601 



Commissioner of Patents and Trademarks Washington D.C. 

20231 

[Official communications; including After Final 
communications labeled "Box AF"] 

[Informal/Draft communications, labeled "PROPOSED" or 
"DRAFT"] 



Hand delivered responses should be brought to Crystal Park 5, 2451 Crystal Drive, 
Arlington, VA, 7 th floor receptionist. 
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